We study the importance of the local elite as a determinant of the e¤ectiveness of foreign aid in developing countries. An "extractive" elite will misuse aid ‡ows, an issue that is probably as old as foreign aid itself. We proxy for the existence of an "extractive" elite by using an historically determined variable: the percentage of European settlers in colonial times. Our econometric results clearly show the importance of this factor and its robustness to a wide set of alternative aid-growth relationships advanced in the literature.
trend and variability of the terms of trade. They …nd that countries suffering from high environmental vulnerability grow slower but also that aid is more e¤ective in them. A related result is obtained by Collier and Dehn (2001) , who study periods characterized by a negative terms of trade shock (de…ned as those located at the bottom 2.5% of the distribution). Their results suggest that aid can be particularly important during these periods.
A di¤erent situation in which aid might be of great use is in the years following an armed con ‡ict. Collier and Hoe-er (2002) study such episodes and advance that the growth e¤ect of aid is strongest between 4 and 7 years after the end of a con ‡ict, reverting then to its normal value. This suggest that the bulk of aid ‡ows should not arrive immediately after the con ‡ict, when the country does not have the capacity to allocate it properly, but a few years afterwards.
A …nal factor that appears to be strongly related to the e¤ectiveness of aid is the climate. Dalgaard et al. (2004) include the fraction of land in the tropics in their growth regressions and show that their interaction with aid has a strong negative e¤ect, while the e¤ect of other factors such as macroeconomic policies tend to disappear with its inclusion. Roodman et al. (2004) , after carefully testing several competing factors, …nd that the fraction of land in the tropics is one of the best predictors of aid (in)e¤ectiveness.
We contribute to this empirical literature by concentrating on a factor which seems to be understudied with respect to its obvious importance: the role of the local elite. By elite we understand a relatively small part of the population with a disproportionate share of the country's political and economic power. Aid ‡ows cannot be converted into the goods and services they have been allocated for without the intermediation of the local government and local …rms, themselves under the control of this elite. Thus, the attitudes and incentives of the elite are crucial and will determine how much of the aid is diverted and how much reaches its …nal goal.
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A downside of the empirical literature on aid e¤ectiveness is that the mechanisms behind the statistical relationships are not necessarily well understood or explicitly spelled out. We believe that the role of the local elite stands out by having a simple and unambiguous working mechanism whose importance is rather uncontroversial. An "extractive" elite will simply use aid to …nance its own consumption or its pet projects by taking advantage of the fungibility of aid ‡ows 4 . Countries that have the bad luck of being governed by this type of elite will see their aid ‡ows largely wasted.
Compare this straightforward link with the much-talked role of macroeconomic policies from Burnside and Dollar (2000) . As far as we can tell, these authors have not claimed that low in ‡ation, government surpluses or openness to trade per se will make aid more e¤ective. In ‡ation might be problematic if it increases uncertainty and reduces the incentives to invest, but this does not mean that aid given for building schools will be wasted.
Trade barriers can be harmful by not allowing a country to specialize in what it does best, but how is this related to the allocation of aid to the people who really need it? As it turns out, authors have not been claiming that it is the precise policies of in ‡ation, …scal stance or trade liberalization that make aid bene…cial. Instead, the idea would be that a country that chooses the right macro policies will also be a good manager of foreign aid. Best practice in one area should be correlated with best practice in other areas.
But should it? A key di¤erence between responsible macroeconomic policies and good management of foreign aid is the group of people that bene…ts from them. While macroeconomic policies will end up improving the lot of everyone in the economy, foreign aid is often directed towards the very poor and therefore good aid management will be disproportionately bene…cial to the lowest part of the income distribution. While the interests of the govern-ment and the poor might be aligned when it comes to chose macroeconomic policies, the situation can be the exact opposite at the moment of using foreign aid. Thus, good policies and aid mismanagement might well coexist in a country. Furthermore, the determining factor would be the attitudes of the people in the government, once again the elite.
The role of the elite has been studied in several theoretical contributions. Boone (1996) and Adam and O'Connell (1999) use a similar theoretical framework to show that an "elitist" political regime will waste foreign aid, meaning that it will allocate aid to consumption instead of investment.
Even dimmer outcomes are present in the models of Svensson (2000) and Economides et al. (2004) , where the rent-seeking behavior of parts of the population increases when the amount of funds that can be appropriated is enlarged by aid funds. This shifts resources away from productive uses and can result in a net loss for the economy.
These theoretical treatments of the role of the elite do not have a proper counterpart in the empirical literature. The reason might lie in the di¢ culty to measure not whether an elite exists (since it is always the case that some groups have more political and economic power than others) but whether this elite will re ‡ect the interests of all the society or only of its own members.
Researchers have addressed the problem at least indirectly, by estimating the e¤ect of democracy (Svensson 1999) A central contribution of our paper is to use the percentage of European 6 settlers to total population in colonial times as a proxy for the existence of an extractive elite. As is well-known, colonialism sent waves of Europeans throughout most of today's developing world in di¤erent amounts. Where
Europeans settled in few numbers, they tended to leave once the country became independent. On the other hand, in the countries of high European settlement most economic resources and political power remained in the hands of European descendants after independence and in general until today. Historical accounts, like Engerman and Sokolo¤ (2002) for the Americas, reveal that this type of elite repeatedly put its own interests before those of the rest of the population and that this phenomenon is prevalent even today.
Thus, we hypothesize a negative relationship between the amount of European settlement and the e¤ectiveness of aid. Remark that we are nowhere suggesting that European settlement is the most important, let alone the only, factor determining the existence of an "extractive" elite. We use European settlement because, in addition to being a reasonable proxy for this type of elite, it has the important characteristic of being historically determined and therefore much less prone to endogeneity problems than most other variables. We do not believe that countries of high European immigration are the only ones a¤ected by this problem, we simply propose that using the percentage of European settlers as a regressor will help us identify the e¤ect of an extractive elite on aid e¤ectiveness.
We provide strong empirical support for our thesis by showing that the e¤ect of aid on growth tends to be much diminished in countries of high European settlement. This result holds over a large battery of robustness checks where we consider di¤erent regression speci…cations, di¤erent measures of aid and challenge our results by including many of the control variables previously proposed in the literature.
Our approach links this paper not only with the aid e¤ectiveness literature 7 but also with a growing set of papers studying the e¤ects of colonialism on economic outcomes. This line of research has provided evidence on how the colonial past can explain today's di¤erences in income levels (Acemoglu et al. 2001 , 2002 , Feyrer and Sacerdote 2006 or inequality (Angeles 2006) .
The remainder of the paper is organized as follows. In section 2, we present in detail our empirical methodology and describe the data. Section 3 reports our results and their implications. In section 4, we conduct the robustness tests of the benchmark …ndings. The last section of the paper o¤ers some concluding remarks.
Methodology and Data

Methodology
Our main interest is to examine the growth impact of aid conditional upon the behavior of the local elite. In other words, we investigate to what extent local elites, political and/or economic, by mis-directing aid funds to nonproductive (and self-bene…ting) uses diminish the growth-enhancing e¤ect of foreign assistance. Although the rationale behind this idea is also present in Boone (1996) , our methodological approach diverts in a signi…cant way.
By proxying the local elites as the percentage of European settlers to total population in colonial times, we can capture the adverse e¤ect these elites impose on the growth-e¤ectiveness of aid.
The majority of today's aid-recipient countries were colonized. The central hypothesis of this paper is that the Europeans who settled in the colonized countries evolved into a powerful local elite and that the in ‡uence of these elites is related to the extent of European settlement. Thus, in countries where the percentage of European settlers was well below 1% most of the land and productive resources remained in the hands of the autochthonous people. Europeans were simply not numerous enough to directly run 8 the economy and pro…ted instead by means of taxes and commerce. On the other hand, in the countries where Europeans settlers accounted for a large minority of 20-30% of the population they took direct control of all land and mining resources, along with all political power. 5 , 6 We advance that this elite has played a primal role in the receipt and allocation of foreign …nancial assistance and has consistently put its own interests in front of those of the rest of the country. Aid e¤ectiveness should then be negatively related to the importance of this elite, as proxied by our colonialism-related variables.
We test our central hypothesis by complying to the current trend in the related literature and utilize panel data techniques. Speci…cally, we employ the following model speci…cation:
where g it denotes per capita GDP growth rate in country i at time t, Aid represents a measure of aid receipts, and Settlers is the percentage of European settlers in total population in colonial times for all aid recipient countries. For non-colonized countries Settlers takes the value of 0. X j;it describes a list of control variables that are commonly found to explain a substantial variation in the data. These are the logarithm of initial income, an indicator of institutional quality from the International Country Risk Guide, the fraction of land in the tropics, indicators of …scal (budget 5 See Angeles (forthcoming) for a more extended discussion of this topic. 6 Note that there exist four colonies were Europeans became the majority of the population: Australia, Canada, New Zealand and the US. In this case it would be wrong to talk about Europeans constituting an elite since an elite should be formed by a minority of the population. If these countries were included in our dataset we would need to set them in a separate group. But this is not the case since they are not aid-recipients. balance), monetary (in ‡ation), and trade (Sachs-Warner openness) policies, and a proxy for political instability. Finally, D k;it are the dummies controlling for regional di¤erences (Sub-Saharan Africa and East Asia).
A negative value of the coe¢ cient 3 would indicate that the growth e¤ects of aid are reduced in countries were European settlement was relatively large in colonial times. We will take this as evidence of the negative role of an extractive elite on aid e¤ectiveness. To enhance the robustness of our results and to avoid this kind of criticism, we follow Roodman (2004) and Rajan and Subramanian (2005) in the way we set the lags to be used for instrumentation in our system GMM estimation. Originally, similar to Dalgaard et al. (2004) we use unrestricted lags starting with two, and thereafter we drop the size of the maximum lags to three. Finally, acknowledging Roodman's (2004) comment that the number of instruments we use could be too large that "they can over…t the instrumented variables, biasing the results towards those of the OLS", we restrict the number of instruments to be less than the number of countries in the regression. However, instead of reducing directly the lags of the endogenous instruments we collapse the instruments.
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Both the instrumental variable approaches we use to estimate the diminishing e¤ect of aid on growth due to the presence of the local elite are tested for the validity of the used instruments with two speci…cation tests. First, Hansen's (1982) J test of over-identifying restrictions is employed to examine the exogeneity of the instruments. It is worth mentioning that this test is consistent in the presence of heteroscedasticity and autocorrelation of any pattern.
8 Second, with regard to serial correlation, taking into account the bias it can cause to both the coe¢ cients and the standard errors, we check all of our regressions for …rst and second order degree with the Arellano and Bond (1991) test. When …rst-order serial correlation is present, we use clustered standard errors by country making them robust to serial correlation.
In addition, to avoid dynamic panel bias we instrument for regressors that are not strictly exogenous. These include initial income, institutional quality, openness, budget balance, and in ‡ation. For the system GMM, however, since …rst-di¤erencing induces …rst-order serial correlation in the transformed errors, the appropriate check regards only the absence of second-order serial correlation.
We also complement the above tests and checks of our methodological approach with a procedure that identi…es multiple outliers (Hadi 1992) . These outliers correspond to the partial scatter of growth with the multiplicative regressor Aid Settlers. This allows us to investigate whether our relationship of interest is a¤ected by some observations that carry an excess weight.
Note, however, that this technique is applicable only in the 2SLS framework since there is no comparable procedure in the GMM setting.
As discussed, the estimation techniques that we use account for the potential endogeneity of our aid measures and of a set of the control variables X j;it . One variable that we do not instrument for, however, is Settlers. This requires that the number of European settlers in the colonies were not a function of the rate of economic growth today nor of any variable a¤ecting growth today that is omitted in equation (1). Fortunately, we can be reasonably con…dent that this condition is met. The pattern of European settlement was certainly a¤ected by factors that can be related to present-day growth, like climate (see Gallup et al. 1999 ) and institutions (Acemoglu et al. 2001 ); but equation (1) includes both climate and institutions as control variables. And surely one would not argue that European settlers were so foresighted as to make their decision to move into a colony in the 19th century or before based on this colony's rate of economic growth during the late 20th century.
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Data Sources
We investigate our hypothesis by adopting the data set developed by Roodman (2004) , which depends heavily on that of Easterly et al. (2004) . It covers 171 aid recipient countries over the period . This set has been compiled in order to test the robustness of many of the results established in the aid-growth literature. Therefore, it is the most comprehensive data set not only in terms of country and period coverage, but also with respect to the breadth of regressors and instruments used. It contains three measures of aid receipts that allow us to test the robustness of our argument. These are e¤ec-tive development assistance (EDA)-to-real GDP, net overseas development assistance (ODA)-to-exchange rate GDP, and ODA-to-real GDP. 9 Unless we state otherwise the measure we use is EDA-to-real GDP. In addition, the data set brings together a large set of variables that have been found in the past to a¤ect the impact of aid on economic growth (e.g., climate, economic policies, political instability, vulnerability of economic environment, etc). In this way, we have a natural benchmark of studies to compare our …ndings and claims against.
We expand the above mentioned data set with data on European settlement in colonial times drawn from Angeles (2006 , Table 1 ) which, in turn, are mainly based on Etemad (2000) and McEvedy and Jones (1978) . This data constitutes our prime proxy for the size and importance of an extractive elite. We also provide an alternative proxy for the elite: the descendants of the original European settlers as a percentage of total population in present times. 10 This allows us to control whether our results are robust to di¤erent 9 For a detailed description of these measures, see Roodman (2004) . 10 The source for this measure is the CIA World Factbook 2006. Note that in the case of Latin American countries the exercice is complicated by the large extent of racial mixture. The only way through this di¢ culty is by compromising: we calculate the percentage of European descendants as the percentage of people of white race plus one half the percentage of people classi…ed as "mestizo" (mixed white and amerindian races) or "mulatto" (mixed white and black).
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ways of measuring the weight of the elite.
Data availability determines the set of countries we can include in our regressions. We cover up to 76 countries and the data are averaged over 11 four-year intervals (1958-61 to 1998-2001) .
Benchmark Findings
We begin our analysis by estimating equation (1) with simple OLS where the set of control variables is as described above. At this stage we examine the non-linear impact of aid on growth conditional on the presence of the local elite without controlling for the possible endogeneity of aid. As we move to the right of Table 1 we progressively allow more regressors to be endogenous. The results in column (1) are not surprising as to the in ‡uence the variables included in sets X j and D k are found to exert on economic growth.
Speci…cally, apart from the evidence of conditional convergence, location in Sub-Saharan Africa, a higher fraction of land in the tropics, higher in ‡ation, and greater political instability are associated with slower growth. Being situated in East Asia and having a higher institutional quality indicator, on the other hand, are conducive to faster economic growth. We also …nd that although running a budget surplus and being more open to international transactions are bene…cial to growth, are not so to a statistically signi…cant degree. Turning our attention to the variables of interest, we …nd strong evidence in support of our main thesis. Aid is found to have a positive impact on growth. However, this impact is diminished by the presence of the local elite as indicated by the negative and strongly signi…cant estimate of the aid interaction term.
In columns (2) to (4) we apply 2SLS and instrument for the potentially endogenous regressors. These are limited to Aid and Aid Settlers in column (2) and expanded to initial income, institutional quality, openness, budget balance, and in ‡ation in column (3). Controlling for endogeneity improves the …t of the regression without dramatically altering the results. The only di¤erence is that it renders aid insigni…cant, although still with a positive coe¢ cient. All the other coe¢ cients are similar in magnitude and signi…cance across the two regressions. This holds in particular for the multiplicative term that describes the conditional e¤ect of aid on growth. The speci…cation tests acknowledge the validity of the instruments since Hansen's (1982) J statistic cannot reject their exogeneity at the 5% level. In addition, the Arellano-Bond (1991) test, although rejecting the hypothesis of no …rst-order serial correlation in the error term just for regression (2), fails to reject the hypothesis of no second-order autocorrelation in both regressions at the 5% level.
Column (4) shows that our …ndings are not driven by outliers. The Hadi (1992) procedure classi…es 10 observations as outliers (listed at the bottom of Table 1 ). Removing these observations strengthens the …t of the model, improves substantially the explanatory power of the instruments, and leaves the results intact.
In columns (5) to (7) we adopt an alternative instrumental estimation approach, which has been deemed to be superior to 2SLS, the system GMM.
As in Daalgard et al. (2004) , we remove by …rst di¤erencing the impact of time invariant factors (dummies for Sub-Saharan Africa and East Asia, fraction of land in the tropics, and settlers) and variables that change very slowly (institutional quality and political instability). In this way, all included regressors are considered to be potentially endogenous and are controlled for with their lagged levels as instruments.
Regression (5) uses all possible lags of the endogenous variables as instruments starting from the second lag, while regression (6) limits the maximum number of lags to three. Finally, regression (7) uses the same set of lags as regression (5) but collapses the set, as in Roodman (2004) . Using this estimation procedure continues to support our underlying conclusions. That is, the results highlight the negative and signi…cant coe¢ cients of Aid Settlers regardless of the number of instruments used. In addition, these results are found to be consistent while the e¤ect of aid, along with openness and budget surplus seem to be now signi…cantly positive. The …nal point to note from our benchmark …ndings in Table 1 , is that the coe¢ cient in our variable of interest is fairly stable along the di¤erent regressions, even though we use a variety of estimation techniques and di¤erent sets and number of instruments. The task of the next section is to treat the robustness of our …ndings in a more detailed manner.
Robustness of the Benchmark Findings
This section examines the sensitivity of our baseline results by conducting the following three exercises. First, we consider alternative estimation speci…cations regarding the incorporation of the local elite and also use a di¤erent measure of its size to examine the validity of our …ndings. Second, we carry out regressions with alternative measures of aid. Finally, we explore the robustness and strength of our results vis-á-vis a wide number of prominent aid-growth studies by jointly considering the aid interaction e¤ects they propose along with ours. Our basic …nding survives all these tests and clearly indicates the importance of the local elite as a determinant of the e¤ectiveness of foreign aid in the growth prospects of developing countries.
Alternative Speci…cation and Measures of Local Elite
As explained before, our regressions include both colonized and non-colonized countries; non-colonized countries simply take the value of 0 for Settlers.
This speci…cation might not be the best since countries that were colonized and received few settlers (variable Settlers close to 0) and non-colonized countries (Settlers=0) are assumed to be almost the same ceteris paribus.
One might expect instead that colonialism would have an impact even in the cases of very limited settlement. The criticism can be extended to suggest that the extent of European settlement might not matter and that our variable Settlers is just picking up the e¤ect of being colonized.
We take this issue seriously and propose two ways to deal with it. First, we modify our original speci…cation to treat colonized and non-colonized countries separately. The …rst regression we run is described by:
where N onSet is a dummy variable taking the value of 1 for those countries in the set that have not been colonized, and all other variables are as de…ned in equation (1). Thus, if aid e¢ ciency really di¤ers in the countries that were never colonies this should show up in the coe¢ cient 5 .
The second method we use is simply to keep the speci…cation in (1) but to restrict the set of countries to those that have had a colonization experience in the past. and where in some cases the European descendants became the vast majority of the country (e.g., Argentina, Chile and Uruguay).
With these complications in mind, we o¤er two alternative speci…cations with the Descendants variable. In the …rst we simply use Descendants instead of Settlers in equation (1). The second takes into account that in some countries the descendants cannot constitute an elite because they have become the majority of the population:
where HighDesc is a dummy that takes the value of 1 when European descendants constitute the largest proportion of the population.
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The results of these regressions are given in columns (4) and (5) of Table 2 respectively. The use of the alternative proxy for local elite does not change our conclusions in any meaningful way. The aid-elite interaction coe¢ cient remains negative and signi…cant in both regressions and its value and signi…cance increases when we account for the countries with high fractions of descendants. 13 This last …nding is in accordance with our prior that European descendants are also part of the middle class in the countries with
HighDesc=1. When we do not treat these countries separately the coef…cient 3 is smaller because these countries have a higher aid-e¤ectiveness than what one would expect given their level of descendants.
To summarize, our alternative regression equations and additional measures of the local elite do not seem to alter the main …nding of our analysis.
Moreover, the change in the magnitude of the aid-elite interaction term is intuitively appealing and accords well with our expectations. Finally, note that the results are preserved when we also control for outliers using the Hadi (1992) procedure (not shown, but available upon request).
Alternative Measures of Aid
In all preceding analysis we have used EDA-to-real GDP (as in Burnside and 12 These countries are Argentina (97%), Brazil (72.95%), Chile (89.5%), Puerto Rico (80.5%), and Uruguay (92%). 13 This illustrates that Descendants is not an inappropriate alternative proxy for elite size, given that the correlation between Settlers and Descendants is 0.83.
net ODA-to-real GDP (Clemens et al. 2004 and Rajan and Subramanian 2005) and net ODA-to-GDP converted to dollars using market exchange rates (Hansen and Tarp 2001 and Chauvet 2001) . Table 3 depicts simple correlations between these three measures of aid and shows that they are highly correlated. Therefore, switching between aid measures is not expected to have a substantial impact on the benchmark results.
This expectation is echoed in the results shown in Table 4 . There appear three regressions per alternative measure of aid, and as Table 1 , increasingly more variables are controlled for endogeneity as we move to the right. All six regressions describe a signi…cant and fairly stable coe¢ cient for the aidsettlers interaction variable, although the degree of signi…cance drops at the 10% level for the two system GMM estimations. One important di¤erence, however, between these regressions, that use ODA, and the ones in Table 1 , that use EDA, is that now in 5 of the 6 regressions the direct e¤ect of aid on growth is found to be positive and signi…cant. The way aid is measured, could therefore be a signi…cant characteristic in assessing the potential growth bene…ts of foreign aid. This, however, does not in ‡uence the idea we advance in this paper.
14 It is also worthwhile to mention that the …ndings of Table 4 remain unchanged even when we use the alternative estimation speci…cations and measures of elite as advanced in the previous section.
Comparison with the Recent Empirical Literature
In the voluminous literature that tackles the relationship between aid and growth, one can distinguish two types of studies that support aid e¤ective-ness. Those that claim that aid has on average a positive but diminishing growth impact independent of any country characteristics, and those that Table 5a demonstrates this process by focusing on the policy environment suggested by Burnside and Dollar (2000) , BD from now on, and used in an extended data set by Easterly, Levine, and Roodman (2004) , ELR. Column
(1) reproduces the BD main result, where aid by itself is not signi…cant (even has a negative coe¢ cient) but the aid-policy interaction term is positive and signi…cant. 15 In column (2), we add our aid-elite interaction term (along with elite) to the BD speci…cation and as in our benchmark results we …nd it to be negative and signi…cant. The aid-policy term is also found to be greater in magnitude and signi…cance compared to the original BD regression. We then include in the dataset the …ve observations that have been deemed as outliers in BD, and we observe in column (3) that although the aid-policy coe¢ cient is reduced by ten-fold and becomes insigni…cant, the aid-elite coe¢ cient remains large and signi…cant. 15 Note that this regression corresponds to Table 4 , column (5) of BD, where …ve outliers have been excluded from the sample (Gambia 1986 (Gambia -89, 1990 Guyana 1990-93; and Nicaragua 1986-89, 1990-93) . As in ELR, if we include these observations the signi…cance of the aid-policy term breaks down.
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Columns (4) to (6) follow the same pattern as (1) to (3), but now the data set is that of ELR, who have updated and extended the BD set. We use the full sample over 1970-1997 and …nd, in accordance with ELR, that in all regressions both the aid and the aid-policy coe¢ cients enter insigni…cantly.
Therefore, once more the BD …nding is proven to be fragile to the use of additional data. Our result, however, is robust and the estimated coe¢ cient of Aid Settlers is pretty stable and becomes signi…cant at the 5% level when the data set includes the outliers. Table 5b presents more regressions of the comparison of our main …nding with the recent literature. From this point forward, however, we do not use the model speci…cation that each study utilizes but we return to our preferred growth model. Columns (1) to (3) 16 Columns (2) and (3) amend the regression equations with the elite and the aid-elite terms, and regression (3) also extends the sample to all the available observations from Roodman's set (2004) . We observe that the aidelite term is consistently negatively signi…cant at the 5% level, corroborating our thesis. Moreover, the direct e¤ect of aid on growth now becomes greater and signi…cant, and the aid-tropics term turns to insigni…cant and much smaller in size. These results may imply that our measure of the local elite could represent a better proxy for deep structural characteristics, such as institutions, compared to the climatic circumstances.
Regressions (4) and (5) This is also the case in regression (6), where we utilize the Chauvet and
Guillaumont (2002), CG, speci…cation, who, among other things, examine the extent to which aid e¤ectiveness is in ‡uenced by political instability. Notice in particular the high value of the estimated Aid Settlers coe¢ cient.
However, in contrast to their results, we …nd that aid given to politically unstable countries is e¤ective since political instability could be considered as a form of economic vulnerability, so that aid contributes in ameliorating its e¤ects. In addition, again in contrast to CG, we …nd the political instability variable to be signi…cant and to increase substantially in size with the addition of the aid-political instability interaction term.
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The …nal table that contrasts our main argument with …ndings of the existing literature is Table 5c . In regression (1) we include aid squared in accordance to Hansen and Tarp (2000, 2001) , HT, to see if this will change our main …nding. The aid-elite term enters signi…cantly with the correct sign, while there is no evidence of diminishing returns of aid. The following three regressions are in the spirit of Collier and Hoe-er (2002) , CH, who propose that aid e¤ectiveness is in ‡uenced by the timing of its distribution 17 Regressions (4) and (5) yield similar results if we use instead the pooled distribution of forecasting errors for the commodity export price index. For more details see Roodman (2004) . 18 Note that these discrepancies in the results could be due to the di¤erent measurement of political instability and of the size of our sample, which is at least twice as large as their sample. See CG's Table 2 for more details. as expressed by the number of years following the end of a civil war. By using three dummies that capture the time that elapsed from civil war, they suggest that aid is bene…cial during the …rst post-con ‡ict decade but not immediately after (…rst three years) the end of the con ‡ict. 19 Our results in columns (2) to (4) The last two columns of Table 5c illustrate the validity of our …ndings in comparison to Svensson (1999) . He uses the degree of political and civil liberties in recipient countries to show that aid is e¤ective in more democratic countries. Our results are not supportive of his …ndings, however, since both indicators of democracy yield insigni…cant coe¢ cients both for democracy itself and for democracy interacted with aid. But in both cases our aid-elite multiplicative term has the correct sign and is highly signi…cant. A potential explanation is that our measure of elite encapsulates political power and the dominance of a small group of people in a more adequate manner than the institutionalized check the two democracy indicators are supposed to impose on governmental power. Therefore, the inclusion of the aid-elite term in the regressions deems the aid-democracy coe¢ cients insigni…cant.
In sum, our basic …nding that the e¤ectiveness of foreign aid is much diminished by the misuse of funds by an "extractive" local elite, has not been invalidated even when we use a series of estimation speci…cations that take into account a large number of explanations generated in the existing literature. This means that our main argument either provides a complementary explanation to some of the already existing ones (Collier and Dehn 2001; Collier and Hoe-er 2002) , or it constitutes a better representation of some of the variables used to capture speci…c characteristics of recipient countries (Burnside and Dollar 2000; Dalgaard et al. 2004; Svensson 1999) . Finally, note that the results presented in Table 5 (b, c) do not limit themselves in the use of EDA/real GDP as a measure of aid. Quantitatively similar results were also obtained with the two additional measures: ODA/real GDP and ODA/exchange rate GDP (available upon request).
Concluding Remarks and Discussion
Our aim in this paper has been to contribute to the large literature on aid e¤ectiveness by analyzing the role of a key factor that one would readily admit as important but might deem too di¢ cult to measure: the local elite.
The existence of an elite is not to be regarded as a negative thing by itself.
It is the particular circumstances and motivations that can make this part of the population to behave in a manner that is bene…cial only for the minority.
Thus the term "extractive" elite.
A strength of the paper is to identify a set of circumstances in which the elite of the country turned out to be of the extractive type and, more to the point of our discussion, would tend to divert ‡ows of foreign aid for its own bene…t. These circumstances are: having a colonial past and receiving a relatively large amount of European settlers. Of course this should not be understood as implying that only Europeans form extractive elites in developing countries. It just happens that, colonialism being such a widespread phenomenon and the technological and military advantage of Europe over other regions being so large at the time, this particular pattern can be found in several cases.
What our empirical analysis shows is that our proxy for the presence and strength of an extractive elite, is a very robust explanatory factor of aid e¤ectiveness. As we have explained, this continues to hold while we change speci…cations, the measure of aid, the proxy for the elite and the list of control variables and interaction terms with aid. In particular, our thesis holds when we control for many of the other factors that have been associated with aid e¤ectiveness in the literature.
The empirical results give con…dence to our claim in this paper: that the elite's attitudes are of …rst importance for the bene…ts that can be obtained (or forgone) from foreign aid.
Recent views on foreign aid in the relevant policy circles stress the importance of targeting aid. That is, if we identify the factors that predict high aid e¤ectiveness then we should concentrate aid ‡ows in the countries where these factors are present. If we are to interpret our results in these terms, the outcome would hardly be encouraging. Indeed, the variable we use to identify extractive elites is historically determined; countries cannot get rid of it.
Using this variable to enlarge an imaginary "check list" that countries must go through in order to receive aid would set aside many countries forever.
But this is not the method we would recommend for targeting aid. Check lists can be damaging if the evidence behind them is shaky or if the countries can manipulate their numbers in their favor. Instead, we would just stress that the importance of the local elite should not be overlooked. There is no easy way to evaluate this point in practice, but nobody said that proper aid allocation would be easy. A colonial past with European settlement puts a country in a "risk group", but societies change and can outgrow this type of problems. There is just no substitute for a careful examination of a country's circumstances when deciding on aid allocation. (4) multiple outliers to the partial scatter of growth with EDA*settlers are removed using the Hadi (1992) procedure. The 10 outliers are GNB 1986-89; BOL 1986 BOL -89, 1990 BOL -93 & 1994 JOR 1974 JOR -77 & 1978 GAB 1974-77; NIC 1990 NIC -93, 1994 NIC -97, 1998 . Note: correlations correspond to the number of observations in Table 1 , column (1) and (2). 
